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Before the
UNITED STATES COPYRIGHT ROYALTY JUDGES
THE LIBRARY OF CONGRESS
Washington, D.C.

In the Matter of

DETERMINATION OF RATES AND TERMS Docket No. 14-CRB-0001-WR
FOR DIGITAL PERFORMANCE IN SOUND
RECORDINGS AND EPHEMERAL
RECORDINGS (WEB 1V)

CORRECTED WRITTEN DIRECT TESTIMONY OF DAVID J. FREAR
(On behalf of Sirius XM Radio Inc.)

INTRODUCTION

1. My name is David J. Frear. I am Executive Vice President and Chief Financial
Officer of Sirius XM Radio Inc. (“Sirius XM” or the “Company”™). Prior to the merger of a
. subsidiary of Sirius Satellite Radio Inc. (“Sirius”) and XM Satellite Radio Holdings, Inc.
(“XM™), I served as Executive Vice President and Chief Financial Officer of Sirius, which I
joined in 2003. Ihold a Master of Business Administration degree from University of Michigan
Graduate School of Business Administration as well as a Bachelor of Arts degree from
University of Michigan.

2. In my current position, I am responsible for overseeing Sirius XM’s finance,
accounting, treasury, investor relations, information technology and satellite development
operations.

3. 1 testified on behalf of Sirius XM before the Copyright Royalty Judges in
proceedings to set rates and terms for the digital performance of sound recordings and the

making of ephemeral recordings by preexisting subscription services and preexisting satellite

SXM6000
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digital audio radio services under the statutory licenses set forth in Sections 112 and 114 of the
Copyright Act for the 2007 — 2012 period (“Satellite I’y and the 2013 — 2017 period (“Satellite
.

4. My testimony in Satellite I covered, among other topics, the risks of the satellite
radio business, the start-up and ongoing costs incurred by Sirius in running its business, as well
as how Sirius generated revenues.! My testimony in Satellite I covered, among other topics,
Sirius XM’s financial health, the negative impact that an increase in the sound recording royalty
rate beyond the rate applicable for 2012 would have on Sirius XM, and Sirius XM’s efforts to
procure licenses in direct dealings with individual record labels that would encompass the rights
for which rates were set in the Satellite II proceeding.

SIRIUS XM’S BUSINESS

5. Sirius XM is unique. Sirius XM built from scratch an audio entertainment service
rich in content, along with the hardware (i.é., receivers) necessary to access that service and the
satellite network that enables it to be seamlessly delivered. Sirius XM broadcasts music, sports,
entertainment, comedy, talk, news, traffic and weather channels, as well as infotainment services,
in the United States on a subscription fee basis through its two proprietary satellite radio
systems.2

6. The Company has invested billions of dollars to date in creating and supporting

this service.

' Sirius XM designated my testimony in Satellite I for inclusion in the Satellite IT proceeding.

% The Company currently owns a fleet of ten orbiting satellites, five in the Sirius system (FM-1,
FM-2, FM-3, FM-4 and FM-6) and five in the XM system (XM-1, XM-2, XM-3, XM-4 and
XM-5). Four of these satellites are currently used as spares, two of which are expected to be de-
orbited in 2014 as they have reached the end of their useful lives.

2
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7. Today, Sirius XM is the world’s largest radio broadcaster measured by revenue
and currently has over 26 million subscribers. Specifically, at the end of the second quarter of
2014, Sirius XM’s total paid subscriber base reached a record 26.3 million, up 5% from a year
ecarlier. Self-pay net subscriber additions were 379,711, and the self-pay subscriber base reached
a record high of 21.6 million, up 7% from the second quarter of 2013. Paid and unpaid trials
combined to produce a total trial funnel of 7.3 million at the end of the second quarter of 2014,
the largest in the Company’s history.

8. Sirius XM’s primary source of revenue is subscription fees. The Company offers
discounts for longer term prepaid subscription plans as well as discounts for multiple
subscriptions. It also derives revenue from activation and other fees, the sale of advertising on
select non-music channels, the direct sale of satellite radios and accessories, and other ancillary
services, such as weather, traffic, data and Backseat TV services.

9. Sirius XM originally aimed at becoming the world’s best music service, but
quickly discovered that the ubiquitous availability of music — especially for free on terrestrial
radio — required a new business strategy. The Company realized that to be successful, it needed
not only an outstanding music product, but also compelling non-music programming that, in
many cases, consumers could not get anywhere else. Given the increasingly competitive market
in which Sirius XM operates, this need remains compelling today.

10. Sirius XM continues to make major investments in music programming, including
in quality on-air talent and expert music programmers. The Company’s music offerings feature
unique music catalogs and channels dedicated to particular genres of music that, due to their
rather narrow appeal, might not be available on other services. This breadth and depth of music

offerings has a significant promotional effect on music sales. In fact, the Company regularly
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sees evidence of a direct correlation between the performances of an artist’s music on its services
and a spike in that artist’s record sales. This phenomenon has been explicitly recognized by
recording artists and their representatives.
11.  Sirius XM’s current commercial-free music offerings, which are available on both

Sirius and XM channels, are fully outlined on the programming grids attached hereto as Exhibit
A.

: 12. As important as music is to the Company’s business, Sirius XM’s non-music
content is what truly distinguishes the service from its competitors and allows the Company to
compete vigorously with new market entrants. Sirius XM offers an impressive array of

exclusive content that spans virtually all genres and interests, including programming featuring

such personalities and brands as Howard Stern, Oprah Winfrey, Joel Osteen, Dr. Laura, Michael
Smerconish, Jamie Foxx, Bob Edwards, Coach K, John Madden, Chris “Mad Dog” Russo,
Cristina Saralegui, Comedy Central, Entertainment Weekly, TODAY Show Radio and many
others. Sirius XM alsq broadcasts the audio feed from several television channels such as Fox,
CNN, and CNBC.

13. Today, Siﬁus XM has over 30 sports channels, and is the ultimate destination for
sports fans, offering listeners sports talk (including fantasy sports) and live play-by-play from the
NFL, Major League Baseball, NASCAR, NBA, NHL, PGA TOUR, IZOD IndyCar Series,
FORMULA 1, soccer, college sports, and more. These channels are critical to subscriber
acquisition and retention because of the exclusive programming that is not available elsewhere.
Sirius XM also has over 80 other non-music channels, which offer a variety of third-party and
original news, talk, entertainment, comedy, family, health, religion, and traffic and weather

programming and information.
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14.  Sirius XM’s exclusive non-music programming can be found only on Sirius XM.
This exclusivity is critically important to its subscribers and is what attracts new subscribers.
Exclusive programming is more valuable to Sirius XM than non-exclusive programming such as
music, which is ubiquitous and often available to consumers for free. If a consumer can only
obtain desired programming from one outlet, then the consumer is more likely to pay to receive
that programming and other programming from that outlet. Further, advertisers trying to reach
that consumer are likely to pay more to advertise on that platform in connection with that
programming.

15. With this exclusive non-music content comes many additional “brand” benefits
that Sirius XM receives from its myriad high-profile non-music providers like Howard Stern, the
NFL and MLB that go beyond attracting and retaining subscribers: benefits like advertising and
promotional advantages, media exposure, and credibility in the eyes of consumers. This is
particularly true of entertainment options like the NFL and MLB, which cannot be easily
replicated by competitors.

16. Sirius XM’s non-music arrangements provide other benefits in addition to actual
programming content. These additional benefits make the non-music content more valuable than
a mere music copyright license that only gives Sirius XM sound recording performance rights as
one of several inputs necessary to create compelling music programming. For example, the
Company’s agreements with the NFL and NAS CAR include the rights to broadcast live game
and race feeds, and pre- and post-game and race shows. Similarly, Sirius XM’s deal with
Howard Stern does not simply afford the right to use that celebrity’s name or put preexisting
content from that celebrity on the air. That agreement, and similar agreements, also include the

creation of the programming content to be broadcast on branded channels.
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17.  In contrast, the sound recording performance right does not, in itself, provide the
programming content featured on Sirius XM’s music channels. It merely provides one input to
that programming. What makes Sirius XM’s music channels compelling and differentiates
Sirius XM from other music services is the quality of the programming of the channels, i.e., the
selection of which of the millions of licensed tracks to actually play on a given channel, as well
as the hosts and other on-air personalities who provide commentary and make connections with
the listeners in-between songs.

18.  Given that music is widely available from a variety of sources other than satellite
radio (although not presented as powerfully or with the expertise and focus Sirius XM adds to it),
it is the Company’s non-music content — particularly the exclusive non-music content — that
drives subscriptions and prevents defections. An illustration that leads me to this conclusion is
that Sirius XM has approximately 22 million subscribers most of whom pay over $100 a year for
its content with 65 million satellite-enabled vehicles. Pandora, the largest non-interactive
webcaster in the market, has only approximately 3 million paying subscribers on the
approximately 150 million smartphones in the United States. The price of music-only
webcasting services is much lower with Pandora, for example, charging either $4.00 or $5.00 per
month for a commercial-free subscription. For Sirius XM to attract vastly more subscribers at a
higher price point, the subscribers must be valuing the non-music content they cannot obtain
through other sources. Differentiating Sirius XM’s service, therefore, is critical to supporting the
Company’s subscription model. Given the dramatically increased availability of streamed music
to compete with Sirius XM in the vehicle and on other platforms, this unique package of non-
music content — both exclusive and from third-parties — has taken on even more importance as a

differentiator and selling point of the Sirius XM service.
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19. Sirius XM’s current non-music offerings are outlined on the programming ‘grids
attached hereto as Exhibit A. For convenience, they are summarized as follows:?

News/Public Radio Programming (13 XM channels, 11 Sirius channels) — CNBC,

Bloomberg Radio, FOX News Channel, FOX Business, CNN, HLN, MSNBC, BBC World

Service, Sirius XM Public Radio, NPR Now, CBC Radio One (available on both services),

PRX Public Radio, C-Span Radio (XM only);

Political Programming (5 XM and Sirius channels) — POTUS Politics, FOX News Talk

Radio, Sirius XM Patriot, Sirius XM Urban View, Sirius XM Progress (available on both

services);

Entertainment Programming (12 XM and Sirius channels) — Howard Stern (Howard

100 and Howard 101), Oprah Radio, Indie; Entertainment Radio, OutQ, TODAY Radio,

Sirius XM Stars, Business Radio, Joel Osteen Radio, Sirius XM Talk, Road Dog Trucking

(available on both);

Family & Health (3 XM and Sirius channels) — Rural Radio, Doctor Radio, Radio

Classics (available on both services);

Sports Programming (13 regular XM channels, 12 regular Sirius channels, plus

numerous play-by-play channels) — ESPN Radio, ESPN Xtra, Mad Dog Radio, Sirius XM

NBA, Sirius XM Fantasy Sports Radio, NFL Radio, NASCAR Talk, MLB Radio, NHL

Radio, The PGA TOUR Radio, Sirius XM College Sports Nation, Sirius XM Sports Zone,

Sirius XM FC, Sports Play-by-Play (Sirius XM provides listeners with live sports play-

by-play from: NFL, NHL, NBA, Soccer, Horse Racing, NASCAR, IndyCar, College

3 For completeness, the list includes the Canadian-produced channels, which are available to
U.S. subscribers. The Canadian-produced channels are not, however, available on the
’ Company’s Internet radio service.
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Sports, PGA TOUR and MLB) (available on both services), SEC, ACC, BIG,; PAC-12;
Big 12 Conference; Verizon IndyCar Radio (XM only);

Religious Channels (3 Sirius cl:hannels, 2 XM channels) — The Catholic Channel and
Family Talk (available on both services), EWTN Radio (Global Catholic Radio Network)
(Sirius only);

Comedy Channels (6 XM and Sirius channels) — Comedy Central Radio, Laugh USA,
Blue Collar Radio, The Foxxhole, Raw Dog Comedy, Canada Laughs (available on both
services);

Kids (1 XM and Sirius channel) — Kids Place Live;

Traffic and Weather Channels (10 Sirius and XM channels) — 9 traffic channels
covering 22 metropolitan areas plus one Canadian weather channel;

Latin Channels (7 XM channels, 6 Sirius channels) — Cristina Radio, jInspirate!, CNN
En Espariol, RadioFérmula México, ESPN Deportes, Bein Sports (available on both
services), MLB Radio En Espariol (XM only); and

“More” Channels (6 XM channels, 5 Sirius channels) ~ BYU Radio, H.U.R. Voices,
HBCU (available on both services), Korea Today Radio Network (XM Only).

SIRIUS XM’S INTERNET RADIO SERVICE

20.  Although Sirius XM’s primary business is broadcasting on a subscﬁption fee
basis over its two proprietary satellite systems, it also provides a simulcast over the Internet on a
subscription fee basis. Sirius XM’s Internet radio strategy has developed and changed over time.

21. From its inception until 2006, Sirius and XM did not charge a separate
subscription fee or otherwise attempt to monetize its Internet radio offering: the companies

offered free streaming of a subset of its satellite radio channels as part of its subscriptions.
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22.  Beginning in September 2006, Sirius started charging “linked” Internet radio
subscribers (those who already were paying for a satellite radio subscription) $2.99 per month to
add a higher-bandwidth version of its Intemet radio product but continued to provide free low-
bandwidth Internet radio for its satellite subscribers. Sirius also charged “standalone” Internet
radio subscribers (those without a satellite subscription) the (then) full satellite radio subscription
fee of $12.95 per month.

23.  In March 2009, Sirius’ low bandwidth service was eliminated, except for certain
legacy subscribers, and the subscription charges for the offering were standardized across the
Sirius and XM platforms.

24.  Currently, a standalone subscription to Sirius XM Internet radio is priced at
$14.99 a month (which is the same price as a basic satellite radio subscription), or $4.00 a month
when purchased as a complement to a Sirius XM satellite radio subscription (such subscriptions
range from $9.99 a month to $14.99 a month depending on the package selected) or included in
the All Access subscription package for $18.99 a month. Discounts are available for prepaying
for an annual or longer period.

25. Given the various free options in the marke’c,4 these monthly charges have the
effect of keeping the Sirius XM subscriber count low in comparison to the number of its satellite
subscribers. Although it has over 26 million subscribers to its satellite radio service, Sirius

XM’s Internet radio service has only [ million self-pay subscribers as of March 2014.°

* For example, terrestrial radio has approximately 200 million listeners in the U.S. and Pandora
has 76 million active listeners on its free, advertising-supported service.

3 This number excludes promotional trials of limited duration and consists of standalone
subscribers, linked subscriptions to a satellite radio service account and All Access subscribers
who receive Internet radio service access by virtue of subscribing to all Sirius XM’s premium
content.
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26.  Though some non-music channels contribute relatively small amounts of
advertising revenue (in comparison to Sirius XM’s subscription revenues), the advertising is sold
on an undifferentiated basis, covering both the satellite and Internet radio services (because the
Internet radio service in most cases merely simulcasts the satellite feed). This advertising is
predominantly sold to reach the much larger satellite radio audience rather than the much smaller
Internet radio audience. Sirius XM does not have a separate advertising opportunity for its
Internet radio service (as other webcasters do) and the Sirius XM Internet radio service revenue
model is not primarily advertising based.

217. Subscribers can access the Sirius XM Internet radio service on a variety of
devices including computers, smartphones, tablet computers, and certain types of Internet-
connected audio and video equipment. The Internet service is primarily a simulcast of Sirtus
XM’s satellite service but a small number of additional channels not broadcast over the satellite
service are available. These channels consist of additional music, news, and sports channels as
well as Sirius XM Latino, a collection of dedicated Spanish language channels. The usage of
these channels, howeyver, is relatively small.

28.  The Sirius XM Internet radio service also includes two innovative products
offered at no extra charge to Internet radio subscribers. The first is Sirius XM On Demand,
which allows subscribers to choose favorite episodes from a catalog of thousands of hours of
exclusive Sirius XM shows, specials, series, live events and more. The On Demand offerings
consist predominately of non-music content. The second is My Sirius XM, which allows
subscribers to personalize a select group of music and comedy channels to create a more tailored,
yet still non-interactive, listening experience. Subscribers can adjust characteristics like library

depth, familiarity, music style, tempo, region, and other channel-specific attributes on seventy-

10
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two music channels and three comedy channels to customize their listening experience. Usage
of these two products has been relatively small in comparison to the simulcast channels. In
terms of listening-hours, the Internet radio simulcast comprises approximately s of the
Company’s subscribers’ Internet radio usage, with Sirius XM On Demand and My Sirius XM
listening, together, comprising the other I%.

29.  The Sirius XM Internet radio service is a minor part of Sirius XM’s overall
business both on a subscriber and revenue basis. In fiscal year 2013, self-pay subscription
revenue (i.e, excluding promotional trial subscriptions that include access to the Internet radio
service) attributable to the Internet radio service accounted for onty JJJo% of Sirius XM’s total
revenue.

30.  Thenumber of Internet radio subscribers is also a small fraction of Sirius XM’s
total subscriber base. Of Sirius XM’s 26.3 million subscribers at the gnd of the first quarter of
2014, only approximately il had standalone Internet radio subscriptions and approximately
I 12d add-on subscriptions linked to their satellite radio service. An additional JJj miltion
self-pay subscribers had access to Sirius XM’s Internet radio service by virtue of their purchase
of an All Access subscription that allows access to virtually all of Sirius XM’s programming and
platforms. Although Sirius XM’s Internet radio is bundled with the Company’s All Access
package, demand for the All Access subscription is driven by non-music content such as Howard
Stern, Oprah Radio, every NFL game, every NASCAR race, up-to-the minute traffic and weather
updates for twenty-two cities along with other premium content. Of all these self-pay Internet
radio service subscribers (standalone, linked and All Access), only |2 log onto the Internet

radio service in a given month (March 2014 used for illustration).

11
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31. As of December 31, 2013, the mix of usage for In.ternet radio subscribers for that
year, based upon listening time, was JJJJ*6 music and 5 non-music (talk). This ratio does
not necessarily reflect the relative value of Sirius XM’s non-music programming. Consumer
studies consistently indicate that one of the top reasons Sirius XM subscribers give for their
willingn_ess to pay for the Company’s Internet radio service is the exclusive content that is not
available from any other webcasting service.

32.  Inmany respects, Sirius XM’s Internet radio service is ancillary to the Compahy’s
satellite radio service. Originally, the Internet radio service was offered as a way to “test drive”
or sample the satellite service at home. This was an element of the Company’s distribution and
marketing strategy at a time in the Company’s development when most automobiles were not
equipped with satellite receivers. Today, there are likely some Sirius XM subscribers who still
want to test drive the service before investing in a radio receiver if they need to buy one. The
Company believes that other subscribers use the Sirius XM Internet radio service to “time shift”
or complement their satellite radio listening usually done in their automobile. Whatever the
reason, the subscribers’ demand for the Sirius XM Internet radio service is heavily influenced by
the existence of the satellite radio service.

CIRCUMSTANCES SURROUNDING THE NEGOTIATION
OF THE 2009 SIRIUS XM WSA SETTLEMENT AGREEMENT

33.  Therates currently paid by Sirius XM for its Internet radio service are the product
of a settlement agreement between Sirius XM and SoundExchange pursuant to the Webcaster
Settlement Act (the “SXM WSA Settlement Agreement”). In order to consider those rates, it is
important to understand the genesis and circumstances surrounding the negotiation of the SXM

WSA Settlement Agreement.

12
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34. In 2007, the Copyright Royalty Judges issued their rate determination in the
second webcasting rate proceeding (“Web II’). That determination implemented a massive
increase in the already high rates applicable to Sirius XM’s webcasting activities. Those rates
increased from .07 cents per performance for the entire prior rate period to .08 cents for the first
year of the Web II rate period, with further increases each year of that period escalating to .19
cents in 2010.

35.  Asaresult of the Web Il rates, Sirius XM made the decision to drop all free
streaming on both the Sirius and XM platforms, a decision that resulted in a Jl|% drop in the
Internet radio service’s reported listening hours and a resulting decrease in royalty payments to
SoundExchange.

36.  Other webcasters were also significantly impacted by the rates set in Web II,
eventually leading to Congress’s passage of the Webcaster Settlement Act (the “WSA”), which
allowed webcasters and SoundExchange to negotiate lower rates in lieu of the Web II rates, and
at the same time settle rates for the period that would be covered by the third webcasting rate
proceeding (“Web IIT’). Notably, although the WSA allowed SoundExchange to enter into such
settlements, it did not require SoundExchange to do so.

37. SoundExchange entered into separate negotiations with several different types of
webcasters. One of those negotiations was with Sirius XM. The Company’s WSA negotiation
was affected by a number of factors that were unique to Sirius XM and that particular point in
the Company’s history, which would not be present in a hypothetical competitive marketplace
negotiation: a) Sirius XM was under severe economic duress at the time of the negotiation and
the avoidance of litigation costs in further regulatory proceedings was a major incentive for

Sirius XM, but not SoundExchange, in the negotiations; b) the relatively small size and ancillary
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nature of Sirius XM’s Internet radio service’s revenue and subscriber base compared to the
litigation costs involved made it rational for Sirius XM to accept an above market rate to avoid
those costs; and ¢) the regulatory backdrop of rate court affected the negotiations because
SoundExchange had economic incentives to set a precedential rate that exceeded the scope of the
incentives existing solely in the sale of rights for the Sirius XM Internet radio service.

38. The SXM WSA Settlement Agreement was negotiated in the spring and summer
of 2009, At that time, Sirius XM was under severe financial distress that affected its ability to
negotiate fair market rates. Foremost among the cause of the duress was Sirius XM’s brush with
bankruptcy.

39.  Prior to their merger in 2008, the separate companies — Sirius and XM — were
experiencing financial hardship after having sustained years and years of losses. Searching in
part for an answer to improve their financial position, on February 19, 2007, Sirius and XM
announced their intent to merge. Sirius’ shareholders approved the transaction in November
2007, but it was not until July 2008 that the Federal Communication Commission announced it
had approved the merger. The companies officially merged on July 29, 2008.

40. The challenging conditions that had plagued the separately-owned entities
continued in the immediate aftermath of the merger — a time when many companies struggled to
stay afloat in the midst of the credit crisis. By late 2008, Sirius XM had insufficient cash to repay
hundreds of millions of dollars due in February 2009, and was unable to access the capital
markets to refinance this (and other) debt. In an effort to avoid bankruptcy, the Company sought
out investors to raise capital to refinance the notes coming due. Twenty-one prospective investors
were solicited, spanning the range of likely private equity, debt investor, and corporate sources.

None was willing to provide the necessary financing to the Company.
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41.  The reasons given by investors included the facts that: (1) Sirius XM and its
predecessors had experienced neatly twenty years of losses and still did not have positive
EBITDA margins; (2) its business was subject to significant risk; (3) it faced competition from
new technologies; (4) its business was dependent on the aﬁtomotive industry and General Motors
and Chrysler were on the verge of bankruptcy; and (5) institutional investors were facing
outflows of investment funds.

42, After a failure to receive any viable offers, Sirius XM instructed its consultants to
start preparing to file a Chapter 11 bankruptcy on the date the Notes were scheduled to come
due. Sirius XM narrowly avoided filing for Chapter 11 bankruptcy protection only when, after

brief but intense negotiations, Liberty Media Corporation (“Liberty”), a potential lender to which

Sirius XM had only recently been introduced, agreed to provide a $380 million loan (in two
phases) in a series of transactions that enabled Sirius XM to avert a default on its debt and
bankruptcy.

43.  The terms of the Liberty arrangement, while acceptable to Sirius XM given the
circumstances, were onerous: Liberty demanded and received an extraordinary 15% interest rate
on its loans; a $30 million “restructuring” fee that further increased the cost of the loans;
preferred stock equal to 40% of the Company’s equity on a converted basis; liens on
substantially all of the Company’s assets; and the right to nominate directors to the Company’s
Board of Directors proportional to its equity interest in the Company.

44,  In 2009, the same year in which Sirius XM was negotiating the SXM WSA
Settlement Agreement, Sirius XM was weeks away from default on notes for hundreds of
millions of dollars, was preparing bankruptcy filings, negotiated a last minute deal to save the

Company as it was preparing to file bankruptcy, and had to issue over $800 million in non-
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investment grade “junk” bonds. By any definition, these circumstances constitute extreme
financial distress for a public company.

45,  The Sirius XM stock price reflected its difficulties at this time. The price fell
from over $4.00 per share in January 2007 down to a low of $0.05 per share on February 11,
2009, when bankruptcy seemed inevitable. On September 15, 2009, Sirius XM received a
delisting notice from NASDAQ because its common stock had closed below $1.00 per share for
30 consecutive days and was therefore not in compliance with the NASDAQ Marketplace Rules.

46. Compounding Sirius XM’s financial p.robl ems related to the bankruptey, it had
also recently spent tens of millions of dollars in legal fees defending the merger before the
Federal Communications Commission and the Department of Justice. The two companies, Sirius
and XM, had combined merger costs of close to $150 million. In addition, Sirius and XM had
each participated separately in the Satellite I proceeding, which consumed a tremendous amount
of each company’s time, attention and resources — financial, legal, and executive — between 2006
and 2007. At the time Sirius XM was negotiating the SXM WSA Settlement Agreement in
2009, the Satellite I decision remained on appeal and the Satellite II proceeding — which would
entail millions more in legal fees — was less than a year and a half away. Given the Company’s ~
extremely precarious financial posi’;ion and litigation and regulatory fatigue, Sirius XM was ill-
prepared to expend further funds litigating Web I11.

47. This pressure to avoid litigation expenses was not equally felt by SoundExchange.
As a preliminary matter, neither SoundExchange nor its members were experiencing any kind of
economic distress that would be similar to the distress experienced by Sirius XM and its
stockholders. Moreover, SoundExchange funds rate litigation expenses out of the royalty

payments it collects, so the costs of litigation are spread widely among it thousands of members.
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Finally, SoundExchange was going to have to litigate the Web III proceeding irrespective of
whether it reached an agreement with Sirius XM so any savings in litigation costs from such an
agreement would be minimal.

48. Another factor affecting the negotiations was the reality that the relatively small
size of Sirius XM’s Internet radio business meant that the saved litigation costs were more
material in the négotiations because a potentially lower rate applied to a relatively small number
of music performances could not justify the expenditure of millions in litigation costs. The
converse was also true: the imposition of a higher rate would be mitigated by the small number
of music listeners.

49,  InJuly 2009, Sirius XM had only [JJJJll seif-pay Internet radio subscribers
(consisting of standalone subscribers plus linked satellite subscriptions and excluding
promotional and legacy free streaming). Under the Web II rate of $0.0018, Sirius XM’s royalty
cost would have been only S|l for Tuly 2009. At that level of subscribers and royalty
payments, even a significant decrease in the per-performance fee from the Web II rates would not
have saved enough in royalty fees to cover the litigation costs and the risk inherent in litigation.

50.  Unlike in a hypothetical fair market licensing negotiation with individual
copyright owners, SoundExchange not only exercised the market power of a collective
representing the entire industry (énd therefore precluding any competition among rights owners)
but also had to consider the effect of its negotiating position on future rate proceedings because
of its potential precedential effect. For example, in the summer of 2009 before Sirius XM and
SoundExchange finished negotiating the SXM WSA Settlement Agreement, a settlement
agreement between NAB and SoundExchange was finalized (the “NAB WSA Agreemeﬁt”).

Even if it might have been economically rational for SoundExchange to agree to lower rates with
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Sirius XM, such an outcome could have harmed SoundExchange’s ability to use the NAB WSA
Agreement rates as benchmarks in future rate proceedings such as this one. At the time of
negotiating the SXM WSA Settlement Agreement, the NAB WSA Agreement — which formed
the basis of SoundExchange’s negotiating position with Sirius XM — could serve as a precedent
if Sirius XM were to participate in Web III (and SoundExchange was loathe to negotiate a lower
rate with us that would compromise that precedent). Moreover, the WSA did not require
SoundExchange to enter into a settlement agreement with Sirius XM. If no agreement was
reached, Sirius XM would be stuck with the rates set in Web II. This fact greatly minimized
SoundExchange’s incentive to agree to substantially lower rates. Sirius XM also recognized
that, in part because there are no good benchmarks that have not previously been rejected by the
Judges and SoundExchange was able to ensure that the significantly lower pureplay WSA
license rates could not be used as a benchmark in the proceedings, Sirius XM would be unlikely
to obtain rates significantly below those agreed to by NAB if the Company litigated — certainly
not low enough to make the litigation expense and burden on the Company’s legal and executive
teams worth it given the Company’s Internet radio economics described above.

51. Given all these circumstances, it made economic sense to accept the SXM WSA
Settlement Agreement rates even though they were substantially higher than fair market value.
At the time of negotiating the SXM WSA Settlement Agreement, the economic strain on Sirius
XM made it uncertain whether the Company would survive in the long term. The role of the
Company’s Internet radio service as an adjunct to Sirius XM’s core satellite radio business was
equally uncertain. Thus, avoiding expensive litigation and resolving regulatory uncertainty made

it reasonable for Sirius XM to accept an above market rate at the time.
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SIRIUS XM’S RATE PROPOSAL

52. On behalf of Sirius XM, I present the following proposal for the royalty rates
payable by Sirius XM, and any similarly situated subscription-based webcasters with services
featuring significant non-music content, for the Section 114 digital sound recording public
performance license for the 2016 — 2020 rate period: .16 cents per performance.

53.  The Section 112 ephemeral license has no value independent of the Section 114
performance license. Consequently, Sirtus XM proposes that the royalty for the Section 112
license be deemed included within the Section 114 royalty payment. Sirius XM takes no
position at this time as to what, if any, percentage of the Section 114 royalty should be deemed
attributed to the Section 112 ephemeral license.

54.  Sirius XM is proposing a rate on a per-performance basis, which is the same basis
currently used. Because of the importance of non-music content in Sirius XM’s Internet radio
service, a percentage-of-revenue rate would not accurately reflect the value of the use of the
licensed sound recordings by its subscribers. The All Access subscribers, constituting the largest
category of subscribers with Internet radio access, subscribe to obtain access to exclusive
satellite radio channels and Internet radio service is incidental to their subscription decision. It is
the satellite radio service content, which pays royalty under a different license, that actually
drives the demand for subscriptions to the All Access pass. This is clearly evinced by the fact
that All Access subscribers have, by far, the lowest usage of the Internet radio service compared
to the other categories of subscribers. In March 2014, only o of self-pay All Access
subscribers logged onto the Internet radio service.

55. Sirius XM’s programming comprises significant non-music content. A per-
performance rate has the benefit of being directly tied to the amount of music used, and

consequently would dynamically adjust to reflect any changes in listening habits, i.e., if
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subscribers listened to more or less music as compared to non-music content. A percentage-of-
revenue royalty rate would not adjust in such a manner, and may result in a windfall or shortfall
to the copyright holders and recording artists over time.

56.  For example, a Sirius XM All Access subscriber may purchase a subscription,
obtain webcasting logon credentials but rarely (or never) log onto the service. In fact, in a given
month, only .% of self-pay Internet radio subscribers with logon credentials actually use the
service. Other subscribers may log in and only listen to the Howard Stern show or other
proprietary programming. In any of those cases, under a percentage-of-revenue rate, Sirius XM
would have to pay a disproportionately high amount for a subscriber who listened to no music or
perhaps only one or two songs in a month.

57.  Although it may be theoretically possible to attempt to mitigate this problem by
either reducing the revenue base from which the sound recording royalty is calculated or
reducing the royalty rate applied to that revenue base, either approach would require adjustments
that could introduce imprecision and error. While the relative amount of timé spent by
subscribers listening to music versus non-music programming may be calculated at a given time
(though that ratio may change over the course of a rate period), the relative contribution of each
type of content to generating the overall subscription revenue is far more difficult to quantify.
Moreover, even if such a calculation could be done for Sirius XM’s Internet radio service, it
would not necessarily apply to other similarly situated webcasters. All of these factors militate
in favor of using a per-performance metric, and not a percentage of revenue metric, for the
webcasting license rates for subscription webcasters with substantial non-music programming,

58. Sirius XM is not proposing any change to the current per-channel minimum

payment or the regulatory terms associated with the statutory licenses at issue in this proceeding.
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BASIS FOR THE RATE PROPOSAL

59. One threshold problem in setting a rate for subscription-based webcasting
services, particularly those featuring significant non-music programming, is a lack of comparable
marketplace benchmarks. I am not aware of any marketplace transactions for comparable
services. It is a recurring problem, inherent in the procedures before the Copyright Royalty
Judges, that individual licensees such as Sirius XM do not have access to any potential
benchmark licenses issued by the record companies (if any do exist) prior to filing their written
direct cascs.

60.  The only comparable marketplace referent for sound recording performance rights
currently available to Sirius XM is the SXM WSA Settlement Agreement rate. As noted above,
however, the SXM WSA Settlement Agreement does not reflect the fair market value of the
licenses at issue in this proceeding. The circumstances surrounding the SXM WSA Settlement
Agreement resulted in a higher than fair market value rate due to Sirius XM’s desire to avoid
litigation costs i.n light of its precarious financial position and limited exposure to the effects of
an above-market rate.

61.  The most that may be gleaned from the SXM WSA Settlement Agreement is that
the starting rate of .16 cents per performance may set the upper bound of a range of potential fair
market rates. There is no rational basis for the annual rate increases included in the SXM WSA
Settlement Agreement, at least none tied to the fair market value of the statutory licenses. The
lower bound of such a range is .07 cents per performance, which was the rate determined to be
the fair market value of the statutory licenses in the Web I proceeding. Sirius XM is proposing a
rate at the very top of this range, although it anticipates that discovery may yield marketplace

data justifying a downward revision of this proposal.
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